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VEMORANDUM AND ORDER

RONALD R LAGUEUX, Chief Judge.
This case involves securities |aw clai ns brought agai nst
Ameri can Power Conversion Corporation ("APC') and i ndivi dual

of ficers and directors of APC ("the Individual Defendants")' in

'The I ndividual Defendants are Rodger B. Dowdell, Jr. (CEO
and Chairman of the Board of APC), Edward W Machala (Vice
President, Treasurer, and Head of QOperations), Neil E. Rasnussen
(Vice President and nenber of the Board of Directors), David P
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five related cases.” Plaintiffs allege that APC conmitted "fraud
on the market" by nmaking a series of public statenents from Apri
to July 1995 that were either materially msleading in and of
t hensel ves, or inconplete and m sl eading due to the om ssion of
material facts, in violation of sections 10(b) and 20(a) of the
Securities and Exchange Act of 1934. Plaintiffs also assert that
certain Individual Defendants sold their APC shares while in
possessi on of material non-disclosed information, in violation of
section 20A of the Securities Act. The matter is presently
before the Court on defendants' notion to dismss pursuant to
Rul es 12(b)(6) and 9(b) of the Federal Rules of Ci vil Procedure.
For the reasons that follow, that notion is granted in part and
denied in part.
| . Backgr ound

The followi ng facts are not in dispute, unless otherw se
noted. APC designs, manufactures, and markets uninterruptable
power supply ("UPS") products, which prevent disruptions in the
power supplied to conputers and the | oss of data caused by such

interruptions. Sonetinme in April 1995, APC discovered that a

Vieau (Vice President of Marketing), and Asa S. Davis, IIl (Vice
President of Sales through May 1, 1995).

Plaintiffs initially filed five separate conplaints agai nst
APC and the Individual Defendants in August 1995. These actions
were | ater consolidated, and a Consolidated Anended C ass Action
Conmpl aint was filed in Decenber 1995.

In a prior Order in this matter, the Court decided to all ow
the plaintiffs to postpone filing a notion to certify the class
until after the resolution of the present notion to disnmss. As
aresult, while the conplaint was filed as a class action, as of
yet the class has not been certified.
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conponent defect had affected a nunber of its UPS products. The
defect caused the mal function of a nunber of products that had
al ready been shipped to customers, leading to increased product
returns. Moreover, upon discovery of this defect, APC was

all egedly forced to tenporarily suspend production and shi pnent
of sonme UPS products until the problemcould be renedied. Wile
exact dollar anpbunts have not been given to the Court, it is

cl ear that APC had sone anpbunt of rework expenses, |ost sal es,
and increased inventories as a result of the defect.

APC chose not to disclose the defect or to publicly
acknow edge the additional costs associated with it until July
27, 1995, in a press rel ease announci ng the conpany's second
quarter financial results. While the release noted record sal es
for the quarter, earnings fell short of APC s projections,
primarily due to the costs associated with the defect. The stock
mar ket reacted negatively, as APC s per share price dropped from
$22-3/8 to $18-3/8 on July 28, the day after the announcenent of
the defect. The slide continued over the next week, with APC s
stock price closing at $16-1/4 on August 3.

The tim ng of APC s announcenent of the defect, and the
possi bl e notivations for the conpany's timng, is what has
brought this matter before the Court. |In public statenents
subsequent to the July 27 press rel ease,® APC acknow edged t hat

it knew about the defect sonetine in April, when mal functioning

*These statements were reported in a Wall Street Journal
article of August 2 and a Providence Journal -Bulletin article of
August 3, 1995.




UPS products were first returned to the conpany. According to
APC, the defect was not disclosed before July 27th because the
conpany could not quantify the costs associated with the defect,
or know if such costs would be material, until after the close of
t he second quarter.

The plaintiffs, however, attach a nore sinister notivation
to APC s decision to delay announcenent of the defect. According
to the conplaint, APC s managenent chose to delay disclosure in
order to maintain the strength of the conpany's stock price,
protecting not only the financial health of the conmpany, but also
a nunber of APC officers and directors who owned APC stock. To
support this contention, plaintiffs point to the fact that four
of the five Individual Defendants sold $11 nmillion worth of their
APC stock between May 19 and June 23,“ allegedly while aware of
t he defect and the acconpanyi ng costs.

Plaintiffs further assert that APC went beyond sinple
nondi scl osure, pointing to a series of public statenents in which
APC al | egedly m srepresented the conpany's condition in order to
conceal the defect fromthe investing public. The conplaint
mai ntai ns that these statenents, nmade between April 24, 1995 and
July 27, 1995 ("the C ass Period"), were msleading to the naned
plaintiffs and other investors who purchased APC stock during the
Class Period. Specifically, plaintiffs highlight six instances

where APC is alleged to have made mi sl eadi ng public statenents.

“The share prices for these sales ranged froma | ow of $16-
5/8 on May 19 to a high of $24-3/4 on June 23, with the majority
of the insider shares selling at just over $20 per share.
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The foll owi ng summari zes the rel evant portions of each of the
chal | enged statenents, as well as the plaintiffs' argunents
concerni ng how each statenent was m sl eadi ng.

(1) First Quarter Earnings Announcenent

On April 24, APC announced record first quarter sales and

earnings in a press release reported by PR Newswi re. CEO Rodger

Dowdel | credited these record figures to "inproving manufacturing
efficiencies" in APC s new Galway, Ireland and Fort Meyers,
Florida plants. Additionally, Dowdell stated that although these
new plants were "still on the |learning curve, we do feel
operations in these facilities are headi ng towards nore
traditional levels of efficiency.” Dowdell further noted that
APC "has good opportunities to expand its products offering .

and we expect 1995 to be a busy year."

Plaintiffs allege that APC and Dowdel | had know edge of the
defect at the tine of the rel ease, even though the rel ease nmakes
no nention of APC s discovery. Thus, plaintiffs assert that the
April 24 release is msleading because, at that tinme, APC knew
that remedying the defect would sl ow down production, thus
rendering the conpany's nove towards "nore traditional |evels of
ef ficiency" inpossible in the short term

(2) FEinancial Analysts' Reports

Securities analysts follow ng APC i ssued a nunber of reports
on the conmpany during the Cass Period. Smth Barney and Pai ne
Webber issued reports on April 26 and 27, respectively. Wile

each report noted increases in APC s inventories beyond the



conpany's normal |evels, the analysts concluded that the
i nventory position was not a concern for APC. According to the
Smth Barney report:
In conversations related to inventory control and nanagenent
i ssues, the conpany has specifically noted the necessity of
mai ntaining relatively high levels of battery inventories
given issues related to cost . . . transit tine and | ack of
supply reliability.
APCC has nade a strategic decision to not |ose sales as
a result of out-of-stocks, and has reiterated their position
numerous tinmes. The cost of that position has and shoul d
continue to be higher inventory |evels.
Simlarly, Paine Wbber disnissed its inventory concerns, noting
that APC was "building for peak summer denmand and is worried over
conponent shortages; therefore it is stockpiling raw nmaterials."”
Smth Barney issued a second report on May 11, after anal ysts
visited the APC facility in Galway, Ireland. According to this
report, the visit confirmed the conclusions reached in the
earlier reports regarding APC s inventory position.?®
Plaintiffs assert that these reports nmisrepresented the true
nature of APC s inventory problem Plaintiffs allege that the
true reason for the inventory buil dup was the conponent defect:
product inventories were high because products had been returned
and shi pnents had been suspended, while raw material inventories

rose due to a sl owdown in production while the defect was

corrected. Plaintiffs further contend the APC nanagenent caused

* Having i nspected raw material and finished goods
inventories at the plant, it would seemthat the | evels and
conpositions of those inventories are wholly consistent with
previous information provided to us by APCC, and with our
previ ous (lengthy) comrents on the subject of corporate
inventories."



these m srepresentations by first providing the analysts with the
alternative (and fal se) explanations for the inventory increases
cited in the reports, and then by concealing the production

sl owdown fromthe analysts during the visit to the Gal way plant.

(3) APC s First Quarter SEC Form 10-Q Filing

Filed on May 12, 1995, the 10-Q report set out APC s
financials for the first quarter of 1995, w thout nmaki ng any note
of the discovery of the conponent defect. The report also
commented on the inventory concerns cited above: "The increase
in inventory |levels has been needed to support the growmh in the
Conmpany's sal es volune, as well as the need to increase the
carrying levels of raw materials, in-process assenblies and
finished stock as a result of nmajor new products introduced
during the fourth quarter of 1994."

Plaintiffs aver that by the tinme the 10-Qwas filed, the
defect had al ready caused the conpany's inventories to swell.
Thus, even assum ng that the coment on inventories was accurate
as to the first quarter, plaintiffs contend that APC had
know edge about the then-current inventory position that, if
di scl osed, woul d have given the market the nbst accurate and
conpl ete picture of the conpany's operations as of the date of
the 10-Q filing.

(4) June 2 Press Rel ease

Plaintiffs assert that a statenment by CEO Dowdell in a June
2 press release was m sl eading. |n announcing the appointnents

of new Vice Presidents for Marketing and Wrl dw de Busi ness



Devel opnent, Dowdell stated that APC "recogni ze[s] the
significance of newy energing international nmarkets and the vast
potential for the conpany's products in these areas of the
world.” Plaintiffs claimthat the reference to internationa

mar kets was msleading in that Dowdell fails to note that APC s

i nternational operations was the segnent of the conpany nost
affected by the conponent defect.

(5) APC s Annual Meeting of Sharehol ders

Plaintiffs assert that a nunber of m sleading statenents
were made by CEO Dowdel | during APC s annual sharehol der neeti ng,
hel d on June 14, 1995.° Dowdell stated that his conpany was
"gai ni ng mar ket share, we are gaining nonentum and our revenues
are strong." Stressing the conpany's strong conpetitive

position, Dowdell stated that APC had a "gl obal focus that many

of our conpetitors do not," and asserted that APC was "now
out shipping [a conpetitor] by as nuch as 460 to 1." |In addition,
when faced with questions from sharehol ders and anal ysts about

APC s inventory position, Dowdell reportedly reiterated the need

to maintain overstocks in order to nmeet swelling demand.’

°Plaintiffs have quoted M. Dowdell's statements froma June
15, 1995 Providence Journal-Bulletin article reporting on the
shar ehol der neeti ng.

‘"The Court notes, in passing, that in framng their
conplaint, plaintiffs seemto have devel oped a habit of placing
guot ati on marks around statenments and then attributing sanme to
APC or its officers, where the statements so attributed are in
fact no nore than the concl usions reached or summary provi ded by
a newspaper reporter or a securities analyst. Instead of
hi ghl i ghti ng each instance here, the Court sinply suggests that
plaintiffs find a way to break thenselves of this habit.
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Plaintiffs maintain that these statements were msleading in
two respects: first, this is cited as yet another exanple of APC
of fering fal se explanations for the inventory buil dup caused by
the defect. Second, plaintiffs assert that it was msleading to
di scuss product shipments w thout disclosing that shipnents were
tenporarily suspended due to the defect.

(6) July 3 HFN Article

Finally, plaintiffs highlight certain statements in a July 3
article in HEN, the weekly newspaper for the Hone Furni shing
Network. The article notes that APC had stepped-up production of
its UPS products in anticipation of the rel ease of Wndows 95 and
t he acconpanying increase in conputer sales, a conclusion that
the witer apparently based on a conversation with APC product
manager Andrew Kal | felz. According to plaintiffs, the assertion
t hat production had been "stepped up" sinply cannot be truthful
in light of the production shutdown caused by the defect.

Plaintiffs contend that these alleged m srepresentations
artificially inflated the market price for APC stock, and that
they were injured when they purchased APC stock at the inflated
prices. As a result, plaintiffs brought the present action on
behal f of thensel ves and others simlarly situated, claimng that
APC has conmitted a fraud on the market in violation of § 10(b)
of the Securities and Exchange Act of 1934 and Rule 10b-5 of the
regul ati ons promul gated thereunder. Plaintiffs have al so
asserted cl ai ns agai nst the Individual Defendants based on these

sane statements under the controlling persons liability of §
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20(a) of the Securities Act. Finally, insider trading clains
wer e brought against certain Individual Defendants who sold APC
stock cont enporaneously with plaintiffs during the C ass Peri od,
under § 20A of the Act.

APC and the I ndividual Defendants filed a notion to dismss
with prejudice all clains against them asserting that the
conplaint failed to state a claimunder Rule 12(b)(6) and failed
to plead fraud with particularity as required by Rule 9(b) of the
Federal Rules of Civil Procedure. After hearing argunents on the
notion, the Court took the matter under advisenent. It is nowin
order for decision.

I'l. Discussion

In ruling on a notion to dismss, the Court construes the
conplaint in the light nost favorable to plaintiffs, taking al
wel | - pl eaded al | egations as true and giving plaintiffs the

benefit of all reasonable inferences. See Roeder v. Al pha

I ndus., Inc., 814 F.2d 22, 25 (1st Cr. 1987). Dismssal is

appropriate only if "it appears beyond doubt that the plaintiff
can prove no set of facts in support of his claimwhich would

entitle himto relief.” Conley v. Gbson, 355 U S. 41, 45-46

(1957). Because this case involves allegations of fraud, the
Court's determnation of the |egal sufficiency of the conplaint
is further governed by Rule 9(b), which requires "the

ci rcunstances constituting fraud or mstake [to be] stated with

particularity.” Fed. R Cv. P. 9(b).
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A. Section 10(b) d ains

Section 10(b) of the Exchange Act, together with Rule 10b-5
of the regul ations promul gated t hereunder, prohibit any person,
directly or indirectly, fromcommtting fraud in connection with
the purchase or sale of securities. 15 U.S.C. § 78j(b);? 17
C.F.R 8 240.10b-5.° To state a claimfor securities fraud under

t hese sections, *°

a plaintiff nust plead, with sufficient
particularity to satisfy Rule 9(b), that a defendant nmade a

materially false statenment or omtted a material fact, with the

]t shall be unlawful for any person, directly or
indirectly, by the use of any nmeans or instrunentality of
interstate commerce or of the mails, or of any facility of any
national securities exchange --

(b) To use or enploy, in connection with the purchase or
sale of any security . . . any mani pul ative or deceptive device
or contrivance in contravention of such rules and regul ati ons as
t he Comm ssion may prescribe as necessary or appropriate in the
public interest or for the protection of investors.

15 U.S.C. § 78(j) (1994).

°I't shall be unlawful for any person, directly or
indirectly, by the use of any nmeans or instrunentality of
interstate commerce, or of the mails or of any facility of any
nati onal securities exchange,

(a) To enploy any device, schene, or artifice to defraud,

(b) To nake any untrue statenment of a material fact or to
omt to state a material fact necessary in order to make the
statenents made, in light of the circunstances under which they
wer e made, not m sl eadi ng, or

(c) To engage in any act, practice, or course of business
whi ch operates or would operate as a fraud or deceit upon any
per son,

in connection with the purchase or sale of any security.
17 CF.R § 240.10b-5 (1996).

“The Suprene Court recogni zed a private cause of action for
those injured by violations of SEC rule 10b-5 in Blue Chip Stanps

v. Manor Drug Stores, 421 U S. 723, 728-31 (1975).

12



requi site scienter, and that the plaintiff's reliance on this

statenent caused the plaintiff's injury. See Basic Inc. v.

Levinson, 485 U. S. 224, 241-43 (1988); Shaw v. Digital Equip.

Corp., 82 F.3d 1194, 1217 (1st Gr. 1996). Reliance is presuned
in a "fraud on the market" case such as this one, as the price of
the stock, which reflects all information available in the
market, is taken to be the basis of the investnent decision. See
Basic, 485 U. S. at 243-44; Shaw, 82 F.3d at 1218

The Court considers first the question of materiality.
Whet her information is "material™ under 8 10(b) is determ ned
under the "reasonable investor"” standard: whether a reasonable
i nvestor would have viewed the nonpublic information as "having
altered the total mx of information nade avail able" to those
maki ng the investnent decision. See Basic, 485 U. S. at 231-32.
In the present case, plaintiffs assert that the discovery of a
defective conponent was a material fact that should have been
di scl osed to the investing public.

The issue of materiality is generally one that is left for

the trier of fact, see Lucia v. Prospect Street H gh | ncone

Portfolio, Inc., 36 F.3d 170, 176 (1st Cr. 1994), and the Court

wi |l not upset that bal ance here. Reasonable investors could
very well find information regarding a defect inportant in nmaking
t he deci sion of whether to buy APC stock. The added costs
associated with renmedyi ng a defect -- rework expenses, production
shut downs, shi pnent del ays, and possible |oss of goodwi Il -- can

all affect a conpany's bottomline, and in turn change the
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expected return on an investnent. |ndeed, the negative reaction
of the stock market to the eventual disclosure of the defect is

itself an indicia of materiality. See S.E.C._ v. McDonald, 699

F.2d 47, 49-50 (1st Cr. 1983)(en banc). Thus, the Court cannot
conclude as a matter of |aw that reasonable investors would not
have considered the discovery of the defect material information
The fact that a corporation was in possession of materi al
nonpublic information is not enough to sustain a 8 10(b) claim
however. No matter how "material™ undisclosed information m ght
be, the securities laws are not inplicated unless there was first

a duty to disclose this information. See Gross v. Sunma Four,

Inc., 93 F.3d 987, 992 (1st Cir. 1996); Roeder, 814 F.2d at 26.
One instance where such a duty to disclose arises is where a
corporate insider trades on confidential information. See

Chiarella v. United States, 445 U S. 222, 225-30 (1980); Roeder,

814 F.2d at 26. In addition, a duty to disclose also arises
where a corporation has previously nade a statenent of materi al
fact that is either false, inaccurate, inconplete, or msleading

in light of the undisclosed information. See Summa Four, 93 F.3d

at 992; Roeder, 814 F.2d at 26 ("Wen a corporation does nmake a
di scl osure -- whether it be voluntary or required -- there is a
duty to make it conplete and accurate.”).

In light of these precedents, the Court turns to the § 10(b)
clai ms asserted against APC. O course, as plaintiffs recognize,
t he sinple possession of nonpublic information is insufficient to

support a claimunder this section. However, plaintiffs allege
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nore than some general or abstract duty to disclose; instead,
they maintain that APC s duty to disclose the defect was indeed
triggered in this case. Invoking both of the disclosure
rational es cited above, plaintiffs contend that APC was under a
duty to disclose because: (1) APC insiders sold shares while
awar e of nonpublic information; and, (2) APC nade public
statenents during the Cass Period which were misleading in |ight
of the nonpublic information. The Court will exam ne each of
these grounds in turn to determ ne whether APC was under any duty
to disclose its discovery of the defect.

Tradi ng by APC | nsiders

The Court can dispense with plaintiffs' first argunent in
relatively short order. The duty to disclose triggered by
insider trading is comonly known as the "disclose or abstain”
rul e, which prohibits an individual corporate insider from
trading on inside informati on unless he first nmakes public

di scl osure. See Chiarella, 445 U S. at 228-29; MacDonal d, 699

F.2d at 50. Wiile this version of the duty to disclose nost

often is invoked in cases of insider trading by individuals, the

di scl ose or abstain rule has been applied to corporations as
well: a corporate issuer, in possession of material undisclosed
information, may not issue or otherwise trade in its own stock
unless it first discloses this information to the market. See

Shaw, 82 F.3d at 1203-04; see also Rogen v. Ilikon Corp., 361

F.2d 260, 268 (1st Cir. 1966). Thus, "a corporation trading in
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its own securities [is] an 'insider' for purposes of the
"di scl ose or abstain' rule.” Shaw, 82 F.3d at 1203.
In the present case, the alleged insider trading by the
| ndi vi dual Defendants, if proven, would certainly trigger a duty

to "disclose or abstain” on the part of the individuals. This is

not the claimpursued by plaintiffs here, however. |nstead,

plaintiffs assert that any insider trading by individuals at APC

triggered a duty to disclose on the part of the corporation. The

Court cannot agree with this contention. The First Crcuit has
never ascribed a duty to disclose to a corporation on the basis
of an individual's insider trading. Moreover, plaintiffs have
been unable to cite any authority for the proposition they
advance; indeed, the courts that have considered this issue have

rejected plaintiffs' contention. See San Leandro Energency

Medical G oup Profit Sharing Plan v. Philip Mrris Cos., 75 F.3d

801, 813-14 (2d Cir. 1996) (dism ssing 8 10(b) clains as agai nst
corporation based solely on insider trading of individual); In re

Seagate Technology Il Sec. Litig., 843 F. Supp. 1341, 1369-70

(N.D. Cal. 1994); Alfus v. Pyram d Technology Corp., 745 F. Supp.

1511, 1518 (N.D. Cal. 1990). Therefore, as it is not alleged
that APC itself issued or traded in its own securities during the
Cl ass Period,* the Court will not inpose a duty to disclose on

t he conpany under an insider trading rationale.

Y1f anything, it could be said that APC abstai ned from
trading in its own securities during the Cass Period, and thus
fulfilled its obligations under the "disclose or abstain" rule.
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Mor eover, the rationale which underlies the "disclose or
abstain" rule is not inplicated by plaintiffs' clains agai nst
APC. The central justification for the disclose or abstain rule
is to prohibit "inside" traders -- whether individuals or
corporations -- fromexploiting their informational advantage to
profit at the expense of investors. See Shaw, 82 F.3d at 1203-
04. The cl ains advanced here agai nst APC, however, are founded
on an entirely different theory, fraud on the market -- a theory
that springs froman entirely different rationale: conpensating
mar ket participants for artificial boosts or deflations in stock
prices caused by material m srepresentations. See Basic, 485
U S at 241-47; Shaw, 82 F.3d at 1218. 1In essence, plaintiffs
are asking the Court to inport a disclosure obligation founded on
insider trading principles into the fraud on the market context.
The Court refuses plaintiffs' invitation, as to do so would in no
way advance the market-correction concerns that drive the fraud

on the market rationale. See In re Seagate, 843 F. Supp. at

1369-70 (noting inpropriety of inporting disclosure obligations
frominsider trading context to fraud on the market case).

APC s Public Statenents

Plaintiffs further assert that APC was under a duty to
di scl ose because it made public statenments that were either false
in and of thenselves, or false, inconplete, or msleading in
I ight of the nondisclosed information concerning the defect.

These statenents, carried in press rel eases, newspaper articles,
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and trade journal reports, nake up the heart of plaintiffs' case
agai nst APC.

The Court recognizes that three recent First Circuit
securities | aw decisions bear directly on the issues presented by

plaintiffs, Goss v. Summa Four, Inc., 93 F.3d 987 (1st G

1996), d assman v. Conputervision Corp., 90 F.3d 617 (1st GCr
1996), and Shaw v. Digital Equipnment Corp., 82 F.3d 1194 (1st

Cr. 1996). Wiile these decisions addressed a wi de array of
securities law clains, conmon to each case was a claimthat a
public statenment or disclosure by a corporation triggered a duty
to disclose additional nonpublic information in order to nmake the
prior statements conplete and accurate.' As the sane questions
are presented by plaintiffs here, the Court cannot consider the
present notion w thout first discussing these recent First
Circuit precedents.

The first and nost significant of the recent decisions is

Shaw v. Digital Equipnent Corp., 82 F.3d 1194 (1st CGr. 1996).

In Shaw, a class of investors who purchased Digital stock in a
1994 public offering asserted that certain material facts
concerning the conpany's operations and financial position had

been omtted fromthe registration statenent and prospectus filed

“The statenents alleged to have triggered a duty to
di scl ose additional information were issued through a variety of
medi a, including press releases, letters to sharehol ders,
newspaper articles, and securities registration statenents. See
Summa Four, 93 F.3d at 990 (press releases, letter to
sharehol ders); Conputervision, 90 F.3d at 621 (prospectus); Shaw,
82 F.3d at 1216-1222 (press rel eases, newspaper articles,
regi stration statenent).
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®in violation of the

in preparation for the public offering,?
di scl osure requirenents of sections 11 and 12(2) of the
Securities Act of 1933. See id. at 1201-06. |In addition, a
second cl ass of investors, those who had purchased Digital stock
in the secondary market, clained that a series of optimstic
statenents nmade by the conpany in the period | eading up to the
offering had artificially inflated the price of the stock, ' thus
working a "fraud on the market" in violation of section 10(b) of
the Securities Act of 1934. See id. at 1216-17.

O special relevance here is the First Circuit's resolution
of the fraud on the market clains brought by the investors who
had purchased stock in the secondary market. |In evaluating the
actionability of the "fraudulently optimstic" public statenents,
the Court suggested that the nature and rationale of fraud on the
mar ket cases required courts to refocus their attention on the
guestion of materiality. For fraud on the market cases:

[ The] presunption of investor reliance on the integrity
of stock prices has the prinmary effect of obviating the need

for plaintiff purchasers to plead individual reliance. But
by its underlying rationale, the presunption also shifts the

“Specifically, plaintiffs asserted that the SEC filings
shoul d have included information concerning: (1) the conpany's
new and risky marketing strategy, (2) double paynents being paid
to sales representatives, which cut into profit margins, and (3)
t he conpany's upcom ng (and di sappoi nting) operating results.
See Shaw, 82 F.3d at 1206-11

“I'n addition, the investors also clained that the materi al
m sl eadi ng statenents in the prospectus thenselves artificially
inflated that market price of the stock. See id. at 1221-22. As
for the optimstic public statenents, exanples of these included
a CFO s assertion that Digital was "a very heal thy conpany” that
was "basically on track,"” and that sales of its new products were
"going reasonably well." See id. at 12109.
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critical focus of the materiality inquiry. 1n a fraud-on-
the-market case the hypothetical "reasonable investor," by
reference to whommateriality is gauged, nust be "the
market" itself, because it is the market, not any single
investor, that determ nes the price of a publicly traded
security.

Thus, a claimthat a fraud was perpetrated on the
mar ket can draw no sustenance from al |l egati ons that
def endants made overly-optim stic statenents, if those
statenents are ones that any reasonable investor (ergo, the
mar ket) woul d easily recogni ze as nothing nore than a kind
of self-directed corporate puffery. The market is not so
easi |y duped, even granted that individual investors
soneti nes are.

Shaw, 82 F.3d at 1218 (citations omtted) (enphasis added).

The Court thus found that the public statenments chall enged
by the investors were immterial as a matter of law. In the
Court's view, a CFO s statenents that his conpany "should show
progress quarter over quarter, year over year," or that he was
"confident that [Digital] was pursuing the right strategy” were
really no nore than corporate puffery, the now customary sal es
talk that the market realizes should not be taken too seriously,
and thus could not, as a matter of law, artificially inflate the
mar ket price. See id. at 1217-19. The Court viewed the CFO s
statenents in the same |light as the "sales tal k™ or "puffing"
that is insufficient to support a common |aw fraud cl ai m

[A] certain kind of rosy affirmati on commonly heard from

corporate managers and nunbingly famliar to the nmarketpl ace

-- loosely optimstic statenents that are so vague, so

| acking in specificity, or so clearly constituting the

opi nions of the speaker, that no reasonabl e investor could

find theminportant to the total mx of information

avai | abl e.

ld. at. 1217 & n. 32.
Under a simlar rationale, the Court found that other

statenents, which could not be characterized as nere puffery,
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were al so nonactionable in light of the context in which the
statenents were nade. Digital had made statenents to the effect
that the conpany antici pated "breaking-even"” in the upcom ng
guarter, when in reality the conpany realized (and all egedly
anticipated) losses in that quarter. See id. at 1219-21. The
statenents went beyond nere expressions of opinion or optimsm
since in isolation they seened to provide "hard facts" about the
conpany's bottomline. However, stressing the inportance of
context, the Court found that the market (as the reasonable

i nvestor) would not have attached too nuch significance to these
comments. The Court cited other comments reported in the sane
articles as the "break-even" statenents, as well as the overal
cautious and skeptical tenor of the articles in which the
statenents were reported, as sufficient to tip-off the market to
the fact that the "break-even" statenents should not be read as a
mat eri al comment on the conpany's financial position.* Since

t he market woul d not have taken these statenents too seriously,
the statenents could not have inflated the market price; thus,

the statements were i mmaterial and not acti onabl e. | d.

“The Court noted that "[i]n deciding a notion to disnmiss a
securities action, a court nay properly consider the rel evant
entirety of a docunment integral to or explicitly relied upon in
t he conpl ai nt, even though not attached to the conplaint, wthout
converting the notion into one for summary judgnent. Wre the
rule otherwise, a plaintiff could maintain a claimof fraud by
excising an isolated statement froma docunent and inporting it
into the conplaint, even though the surrounding context inparts a
pl ainly non-fraudul ent neaning to the allegedly w ongful
statenent.” Shaw, 82 F.3d at 1220 (citations omtted).
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Wil e Shaw was principally a m srepresentation case, it is
clearly instructive for duty to disclose cases as well. If a
statenent is not of a nature that would be considered material by
the market -- for instance, because it was nere sales talk --
then that statenent cannot be sufficient to trigger a duty to
di scl ose additional facts. Wether the case involves a direct
m srepresentation or an omtted fact, therefore, the key inquiry
is the sane: was the market price of the stock artificially
inflated, i.e., was there a fraud on the market? |In other words,
because a conpany is under no initial duty to disclose nmateri al
nonpublic information, a court should not inpose such a duty
unl ess the conmpany has affirmatively done sonething (such as
i ssue an inconplete or msleading public statenment) that has had
an artificial effect on the market price; to hold otherw se would
force a conpany to reveal information that will influence the
stock price, when the conpany has done nothing to artificially
af fect that price.

Therefore, whenever a msleading statenent is alleged to
trigger a duty to disclose additional information, a two-staged
materiality inquiry is required. First, the "triggering"
statenment itself nust be material. |If this statement is deened
material, and additionally found i nconplete or m sl eading, then
the duty to disclose arises. At that point, the court can
proceed to the second stage of the inquiry: whether the omtted

fact itself is material .
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The rel evance of Shaw in duty to disclose cases is

illustrated by the First Grcuit's Conputervision and Summa Four

deci sions, which nore centrally involved duty to disclose issues.
In both instances, the Court found that a duty to disclose had
not been triggered, citing Shaw in finding that the allegedly

m sl eadi ng statenents were immuaterial and thus not of a nature

that could trigger a duty to disclose. In Summ Four, a fraud on

the market 8§ 10(b) case, a press release had announced t hat
"significant orders" had been received by the conpany during the
past quarter, w thout noting that the profits fromthese orders
woul d not be realized in the imedi ate next quarter due to

contracting and shipping delays. See Summa Four, 93 F.3d at 994-

95. Allowing that the statenment could carry a positive (and

false) inplication about the next quarter's operations -- that
orders received in one quarter will be filled and profited from
in the next quarter -- the Court nonethel ess held that the

statenent did not trigger a duty to disclose the shipnment del ays:
"[We think this statement falls in the category of vague and

| oosely optimstic statenments that this court has held
nonactionable as a nmatter of law." 1d. at 995.

This sane rationale is evident in the Conputervision case.

Whi | e Conput ervi sion involved section 11 and 12(2) cl ains based

on statenents in a public offering prospectus, a duty to disclose
was i nvoked as to one of the clains: optimstic statenents in
t he prospectus about a new product were allegedly m sl eadi ng

absent disclosure of the technical and devel opnental problens
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facing that product. See Conputervision, 90 F.3d at 635-36.

Exami ning the context in which the statenent was made, the Court
found that other statenments in the prospectus rendered this

i solated statenent of optimsmimuaterial. 1d. Mreover, noting
that the statenments suggested the type of optimsmthat is "not
unusual for a conpany rel easing a new product,"” the Court

concl uded that "Conputervision's statenents did not rise to the

| evel of optimsmor certainty that would nake them materially

m sl eadi ng in the absence of disclosure of initial devel opnental
probl ens the product was facing." 1d. at 636.

Armed with these precedents, the Court can now turn to the
task at hand. Plaintiffs assert that APC s statenents were
either false in and of thenselves, or inconplete, inaccurate, or
m sl eading in light of the nondisclosed conponent defect. Under
either theory of liability, however, the initial question is the
sanme: could the market have viewed the chall enged statenents as
altering the total m x of investnent information available? |If
the statements are deened inmaterial as a matter of |aw, the
Court cannot inpose any liability on APC for a m srepresentation,
nor conclude that APC was under a duty to disclose additional
i nformati on about the conponent defect.

In this light, the Court finds that a nunber of the
statenents on which plaintiffs rely are immaterial as a matter of
| aw, statenments which the market coul d not have reasonably taken
into account in setting the market price of APC stock. Dowdell's

statenent recogni zing the "significance of newly energing
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i nternational markets and the vast potential for [APC s] products
in these areas of the world" (June 2 Press Release) is the sort
of "rosy affirmation” rendered nonactionable by Shaw. Moreover,

even if the statenment in isolation mght inply a material conment

on the direction of APC s future operations, the context in which
t he statement was made -- APC s announcenent of a new Vice
President for Worl dw de Busi ness Devel opnent -- would | ead an
investor to downplay its significance. Viewed as a whole, the
rel ease anounts to little nore than corporate cheerl eading, a CEO
waxi ng el oquent on the virtues of his conpany. For these
reasons, the statenents in this release are not actionable.
Simlarly, the Court finds nonactionable a nunber of the
statenents attributed to Dowdel |l during the annual neeting of
sharehol ders (June 14): "we are gai ning nmarket share, we are
gai ni ng nonentum and our revenues are strong,"” and that APC had
a "global focus that many of our conpetitors do not." These are
statenents that the market "would easily recogni ze as not hi ng
nore than a kind of self-directed corporate puffery,” Shaw, 82
F.3d at 1218, and are thus nonactionable. The sane holds true
for the statenments about "inproving manufacturing efficiencies,”
the nove "towards nore traditional |evels of efficiency,"” the
conpany's "good opportunities to expand its products offerings,"”
and the expectation that "1995 [is going] to be a busy year."
(April 24 Press Release). As was the case above, these
statenents offer little nore than sales talk, an exanple of a CEO

"tal ki ng-up” his conpany with the "kind of rosy affirmation

25



commonly heard from corporate managers and nunbingly famliar to
the marketplace.” See Shaw, 82 F.3d at 1217. |Indeed, the market
coul d have expected nothing less froma CEQ i.e. predictions of
ef ficiency inprovenents and a busy year. Accordingly, the Court

need not consi der whether a reasonable investor could have found

these statenents msleading -- either way they coul d not have
i nfluenced the market price of the stock.

As for the remaining statenents relied upon by plaintiffs,
the Court cannot properly deemthese imuaterial as a matter of
law, in light of the nature, context, and substance of these
statenents. For instance, a reasonable investor could certainly
factor into his investnment decision information provided in
securities analysts' reports or a conpany's 10-Q quarterly
filing. Simlarly, the market could certainly view the foll ow ng
assertions by APC personnel as adding to the total m x of
information avail able: (1) that APC had stepped-up production in
anticipation of Wndows 95 (July 3 HFN Article); (2) that APC was
out shi pping a najor conpetitor "by as nuch as 460 to 1"
(statenent during sharehol der neeting); and (3) that APC s high
inventory levels were required to neet swelling demand (statenent
during sharehol der neeting). These statenents cannot be
characterized as "rosy affirmations” that the market would easily
brush-of f as corporate puffery. Rather, they appear to be
statenents offering hard facts about the current state of APC s
operations, adding to the m x of information the nmarket would

take into account in setting the price for APC stock. See Shaw,
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82 F.3d at 1219 (statements that the conpany antici pated
"breaki ng even" offered hard facts about cash flows, and thus
went beyond vaguely optim stic statenents).

The inquiry does not end there, however, as APC has raised a
nunber of additional argunents concerning the actionability of
the remai ning statenents. The Court, therefore, considers each
statenment in turn, to determ ne whether each forns a basis for
the fraud on the market claimin the present case.

Anal yst Reports (April 26, April 27, May 11):

As was noted above, there can be little doubt that
reasonabl e investors could take information in anal ysts' reports
i nto consideration when maki ng i nvestment deci sions; as such, the
mar ket woul d have factored these reports into the equation when
setting the price of APC s stock. Mdreover, there are facts from
whi ch the fact-finder could reasonably conclude that information
in the reports was either false or msleading: specifically,
fromthe reports noting APC s "strategic decision"” to increase
inventories in anticipation of "peak summer demand," a reasonable
person woul d not inmagine that the true cause for rising inventory
| evel s was a production sl owdown needed to renmedy a defective
conponent. Thus, these reports could serve as the basis for
liability, either as direct m srepresentations or as half-truths
which triggered a duty to disclose the contributing cause of the
i nventory buil d-up.

APC asserts, however, that the statenments by the third-party

financi al anal ysts should not be attributed to the conpany.
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Wiile the First Circuit has not yet determ ned when the

i ndependent reports of analysts may be inputed to a securities
fraud defendant, as a general rule such attribution is only
proper when the conpany has "sufficiently entangled itself with
the anal ysts' forecasts to render those predictions "attributable
toit'. . ." [by placing] its inprimtur, expressly or inpliedly,

on the analysts' projections.”™ Elkind v. Liggett & Myers, Inc.,

635 F.2d 156, 163 (2d Cir. 1980); see also Raab v. General

Physics Corp., 4 F.3d 286, 288-89 (4th Cr. 1993). Such

"entangl ement” exists, inter alia, when a conpany edits or

approves the final version of the report, see Greenberg v.

Conpuware Corp., 889 F. Supp. 1012, 1020-21 (E.D. Mch. 1995), or

wher e conpany managers make mi sstatenents of fact to an anal yst

whi ch are incorporated into the analyst's report, see Col by v.

Hol ogic, Inc., 817 F. Supp. 204, 213-15 (D. Mass. 1993) (no

attribution; reports neither quoted conpany officials, nor made
reference to allegedly msleading informati on provi ded by
conpany).

In the present case, there are sufficient facts to support a
finding that any m sstatenments in the anal ysts' reports were
caused by APC s nmanagenent. The reports reference numerous
conversations with APC nanagenent on the question of APC s buil d-
up of inventories, during which APC gave its explanation for the
increase in inventories. Fromthat, it would be reasonable for
the fact-finder to infer that any m srepresentations in the

reports were based on or caused by fal se or m sleading
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information obtained directly fromAPC. '®* Such causation, if
proven, is sufficient to support APC s liability through the

attribution of the statenments. See Schaffer v. Tinberland Co.,

924 F. Supp. 1298, 1310-12 (D.N.H 1996) (conpany held liable
where conpl ai nt "reasonably denonstrate[d] that the anal ysts
statenents were based on specific information provided directly

by the deendants."); Alfus v. Pyram d Technol ogy Corp., 764 F.

Supp. 598, 602-03 (N.D. Cal. 1991) (sane).'” O course, whether
this in fact occurred is ultimately a question for the jury. See
Al fus, 764 F. Supp. at 603 (whether information was in fact
provi ded to anal ysts by conmpany is a question for the trier of
fact).

The conplaint's assertion of attribution also satisfies the
pl eadi ng requirenents of Rule 9(b). As APC correctly recogni zes,

Rule 9(b) is given a particularly strict application in this

®The conplaint also cites statenents nade by analysts |ater
in 1995, after APC disclosed the defect, noting that APC had not
been forthcom ng with the investnment community on the question of
inventory. These statenents offer further support for the
inference plaintiffs seek to draw.

YFi ndi ng the anal ysts' statenents attributable to APC on
these facts also dovetails with the market-centered rational e
advanced by the First Crcuit in Shaw As was di scussed above,
Shaw re-focused the inquiry in fraud on the market on the
perceptions of "the market" at |arge, not an individual investor.
See Shaw, 82 F.3d at 1218. The sanme focus on the narket carries
over to the question of attribution: after reading the reports,
woul d the market understand the statenments nade therein as the
anal yst's own opinions, or alternatively as an account of a
representation made to the anal yst by the conmpany? The l|atter
can support an action agai nst the conpany; any renaining issues -
- whet her the representation was actually nmade to the anal yst, if
it was reported correctly, and if it was msleading -- are al
guestions for the trier of fact.
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context. See Inre Tine Warner Inc. Sec. Litig., 9 F.3d 259, 265

(2d Cir. 1993), cert. denied, 114 S. C. 1397 (1994) (noting

strict application of Rule 9(b) for attributed statenents). In

Time Warner, for exanple, the Second Circuit held that anonynous

statenents made by all eged corporate insiders to anal ysts, and
| ater incorporated in the analysts' reports, could not be inputed
to the conpany, "even when the plaintiff alleges on information

and belief that the unattributed statenment was nade by an agent

of the defendant.” 1d. According to the Court, Rule 9(b)
required a nore detailed "link between the defendants and the
unattri buted statenents.” 1d. at 266; see also Colby, 817 F

Supp. at 215 (conplaint fails where no |link drawn between
anal ysts' statenents and defendants).
The present case does not involve the sort of anonynous and

"conpletely unattributed" analysts' statenents that were at issue

in Tine Warner, however. On the contrary, both the conplaint and
the text of the analysts' reports thensel ves suggest the identity
of the speakers: the statenents were allegedly made to anal ysts
by APC managenent, and specifically by CEO Dowdell. As ot her
courts have recogni zed, such pleading is adequate to support

attribution. See Kas v. Caterpillar, Inc., 815 F. Supp. 1158,

1173 (C.D. Ill. 1992) (analysts' conclusions "based on
conversations with managenent" satisfied Rule 9(b)); Al fus, 764

F. Supp. at 602-03 (sane for anal ysts' conclusions "based in
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| arge part on information provided by managenent").' Therefore,
plaintiffs have satisfied Rule 9(b) in regards to their claim
that any m sl eading statenments in the anal ysts' reports
concerning inventory were caused by APC.

Statenents in APC s Form 10-Q

Plaintiffs also allege that the "Managenent Di scussion” in
APC s 10-Q report for the first quarter of 1995 was mi sleading in
its discussion of inventory |levels. The discussion noted that
inventory levels had increased during the first quarter, an
i ncrease "needed to support the growmh in the Conpany's sal es
vol une, as well as the need to increase the carrying | evels of
raw materials, in-process assenblies and finished stock as a
result of major new products introduced during the fourth quarter
of 1994." Plaintiffs have not chall enged the truthful ness of this
statenent, nor could they under their theory of the case. The
purpose of this quarterly filing was to provide infornmation about
APC s first quarter operations. Because the defect was not
di scovered until the second quarter, this as of yet undi scovered
probl em coul d not have influenced APC s first quarter inventory
levels. In other words, APC s inventories as of the first
guarter of 1995 were in no way connected to any defective
conponent, because as of that tine no such defect was known to

exi st.

I ndeed, the Second CGircuit cited Alfus as a case where
plaintiffs had drawn a sufficient |ink between the statenents in
the anal ysts' reports and the corporate enpl oyee who all egedly
caused these statenents. See Tine Warner, 9 F.3d at 265.
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I nstead, plaintiffs claimthat APC s discussion of
inventories was m sleading by omssion, in that by the time the
10-Q was filed (May 12, 1995) APC had becone aware of the defect,
and shoul d have discussed in the 10-Q how t he di scovery m ght
further influence inventories in the next quarter. As APC
correctly points out, "accurate reports of past successes do not
t hensel ves give rise to a duty to informthe market whenever
present circunstances suggest that the future may bring a turn
for the worse." Shaw, 82 F.3d at 1202. There is no need to
consi der whether the 10-Q disclosure "triggered" any further duty

to di sclose here, however, as the Court determ nes that the

regul ati ons governing the 10-Q filing inposed an affirmative duty
on APC to disclose information about the defect and any
consequential effect on inventory |evels.

17 CF. R 8§ 229.303(b), or Item 303(b), prescribes the
information that nust be provided in the "Managenent D scussion”
section of the 10-Q di sclosure. Under this section, managenent
is required to discuss any "material changes in those itens

n 19

specifically listed in paragraph (a) of this Item Item

303(a)(3)(ii) reads as follows:

Descri be any known trends or uncertainties that have had or
that the registrant reasonably expects will have a materi al
favorabl e or unfavorable inpact on net sales or revenues or
i ncome fromcontinuing operations. |f the registrant knows
of events that will cause a material change in the

¥l'tem 303(b) inposes the disclosure obligations for the
interim10-Q reports, while Item 303(a) does the sane for a
corporation's annual 10-K disclosures. Because |Item 303(hb)
explicitly incorporates sonme of the requirenents of Item 303(a),
much of the sanme information is required of both disclosures.
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rel ati onship between costs and revenues (such as known
future increases in costs of |labor or materials or price
i ncreases or inventory adjustnents), the change in the
relati onship shall be discl osed.

17 CF. R 8§ 229.303(a)(3)(ii) (1996) (enphasi s added).

The Court concludes that this provision inposed an
obligation to disclose the discovery of the defect inits first
gquarter 10-Q report, even though the effects of the discovery
woul d not be realized for accounting purposes until the next
quarter. At the tinme of the filing, APC allegedly had know edge
of an "event" -- the discovery of the defective conponent -- that
woul d "cause a material change in the relationship between costs
and revenues." Even if, as APC argues, they were not able to
guantify the exact inpact of the defect at the tine of the
filing, at the very least this was a "known uncertainty" that APC
woul d have reasonably expected to influence its operations.
Accordi ngly, because APC was under an affirmative duty to
di scl ose the discovery of the defect and did not, the Court finds
this omission to be actionable.?®

The Court recognizes the oft-cited maxi mthat the securities
| aws i npose no obligation on a conpany to disclose "forward-

| ooki ng i nformati on such as internal projections, estimtes of

®I'n so finding, the Court is not, as APC suggests, creating
a private right of action for a violation of an SEC regul ati on.
On the contrary, the Court is sinply relying on the rather
uncontroversial proposition that when a corporation is under an
affirmative duty to disclose material information -- whatever the
source of the disclosure obligation -- nondisclosure is
actionabl e under the securities |laws. See Shaw, 82 F.3d at 1221-
22 & n. 37 (section 10(b) clains for nondisclosure of materi al
facts omtted from prospectus and regi stration statenent, in
vi ol ation of SEC regul ations, survived notion to disn ss).
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future performances, forecasts, budgets, and simlar data."” Shaw,
82 F.3d at 1209. The Court has not inposed such a duty on APC
with its determ nation here, however. At the tine the 10-Q was
filed, APC allegedly knew that the defect had caused (and would
continue to cause) an inventory adjustnent and other materi al
changes during the current quarter. The information concerning

t he defect thus was sonmething nore that a nmere forward-1| ooking
projection, estimate, or forecast about the current quarter. On
the contrary, APC had know edge of "hard" information about a
"known trend or uncertainty" that would have a material inpact on
its current operations, and consequently was under an obligation

to disclose this information in its 10-Q See Conputervision, 90

F.3d at 631-32 ("known trends and uncertainties"” of Item 303
"understood as referring to those trends discernible fromhard
information alone"); Shaw, 82 F.3d at 1207-11 & n. 21
(differentiating "soft" projections and forecasts from "hard"
current quarter information about material changes that was

subj ect to disclosure in an offering statenent).

Finally, APC s reliance on In re Healthco Int'l, Inc. Sec.
Litig., 777 F. Supp. 109 (D. Mass. 1991), does not affect this
Court's decision. In Healthco, the Court dism ssed a claimthat

a conpany's third quarter 10-Q published six weeks into the
fourth quarter, was msleading in that it failed to disclose
mat erial facts about fourth quarter | osses known to the conpany
at the publication date. 1d. at 111-12. Healthco is

di stingui shable fromthe present case. The Healthco plaintiffs

34



had not "pointed to any statute or regulation requiring

Def endants to include material information concerning their
fourth quarter in their third quarter report.” 1d. at 114. O
course, this is not the case here, as this Court concl udes that
|tem 303(b) conpel s disclosure. Mreover, even if the Healthco
plaintiffs had cited Item 303(b), the Court found that their
conpl aint would not have satisfied Rule 9(b), as the facts did
not support the inference that defendants had know edge of fourth
gquarter information at the tinme of the 10-Q filing. 1d. Again,
the present case is distinguishable, as there are sufficient
facts averred in the conplaint to support the inference that APC
knew about the conponent defect at the tinme the 10-Q was fil ed.

St at enents to Sharehol ders (June 14):

Two statenents made by CEO Dowdel | during the annual neeting
of shareholders remain for the Court's consideration: (1) that
APC was "now outshipping [a conpetitor] by as nuch as 460 to 1,"
and, (2) that APC s high inventory levels were not at all unusua
or a cause for concern, as the overstocks were required to neet
swel I'i ng demand.

The first of these can be dism ssed with [ittle conmmrent.
Plaintiffs do not contend that the "outshipping” comrent was
false. |Instead, they maintain that the reference to shipping
vol unes was m sl eadi ng and i nconpl ete, alleging that APC was
unable to ship its products for sonme time prior to the neeting
due to the defect. However, even assuning that a shipnent

stoppage did occur in the weeks prior to the neeting, this fact
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woul d not render Dowdel |'s statenment m sl eading. Because the
truth of the statenment is unchall enged, the Court nust assune
that the "460 to 1" ratio had already taken any recent shipping
problens into account. Wiile the plaintiffs essentially ask this
Court to inpose a duty on APC to explain why a higher ratio was
not achi eved, the Court cannot properly inpose such a duty.

Conpare Backman v. Polaroid Corp., 910 F.2d 10, 16 (1st Grr

1990) (just because conpany reveals one fact about a product, it
does not nmean that all other facts that "would be interesting
[or] market-w se" nust al so be discl osed).

The al |l egedly m sl eadi ng expl anations offered for the
conpany's increasing inventory |levels are actionable, however.
Plaintiffs have alleged that the swell in inventories was caused
by the "fallout” of the conponent defect: to wit, products were
returned, production was sl owed-down, and shipnments were del ayed.
A reasonabl e person could draw the inference that these events,
if they in fact occurred, caused raw material and finished
product inventory levels to increase. |If such a finding is nade,
APC s statenent to sharehol ders woul d have been m sl eadi ng:
ei ther the explanation offered was an outright fal sehood, or it
was a half-truth, wherein APC was telling only part of the story;
i.e., APC disclosed one cause for increasing inventories, but
failed to add a substantial contributing cause. |In either case,
such deception would be sufficient to support a securities fraud

claim See Roeder v. Alpha Indus., 814 F.2d 22, 26 (1st Gr
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1987) (even voluntary disclosures nmust be "conplete and
accurate,” revealing the "whole truth").

APC responds to this Iine of argunent with a rhetorical
guestion on the materiality issue: "How are these statenents
supposed to have msled plaintiffs into purchasing APC stock?"

As was noted earlier, the question of materiality is generally
left to the jury. See Shaw, 82 F.3d at 1217. To further respond
to APC s contention, however, the Court again relies on Shaw in
recogni zing that the context in which a statenent is nade
reflects on the issue of materiality. Dowdell's statenent was
reportedly offered after sone anal ysts and st ockhol ders present
at the nmeeting expressed concern about APC s inventory |evels;
the statenent responded to those concerns. Thus, it is
reasonabl e to conclude that the market at that tinme was paying
close attention to APC s inventory |levels, and woul d have

consi dered the causes for that build-up inportant in making

i nvesti ng deci sions concerning APC stock. For these reasons, the
statenment cannot be deenmed immterial as a matter of |aw

Statenent in July 3 HFN Articl e:

Plaintiffs assert that an excerpt fromthis article is fal se
and m sleading. The article generally discusses an increase in
demand for APC products that was expected to occur follow ng the
much-anti ci pat ed August 1995 rel ease of Mcrosoft Wndows 95, an
increase that was |ikely because APC was the only power supply
vendor certified by Mcrosoft. Drawing its information froma

conversation with APC product manager Andrew Kallfelz, the
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article concludes by noting that APC had stepped-up production in
anticipation of Wndows 95. Plaintiffs nmaintain that because
production was in fact delayed or shut down in the weeks | eading
up to the article, any suggestion by APC that production had been
stepped-up is patently fal se.

The Court finds that this statenent is actionable. If it is
shown that APC did indeed slow production as a result of the
defect, any suggestion that production was stepped-up woul d be
contradicted, or at the very |east m sleading wthout reference
to any current production difficulties. At various points inits
briefs, APC challenges this factual predicate -- the assertion
t hat production was sl owed down as a result of the defect.
However, this is a factual question reserved for the jury; for
t he purposes of this notion to dismss, the Court is satisfied
that plaintiffs have alleged sufficient facts fromwhich a
reasonabl e person could infer that the defect caused delays in
production, directly contradicting the assertion in the article.

APC al so rai ses an argunment that the statenments in the HFN
article should not be attributed to APC, since the article did
not directly quote APC personnel directly. However, the Court
sees that a sufficient Iink between the statenent in the article
and the all eged source at APC has been drawn. After reading the
article in question, it is reasonable to infer that the witer
received all her information about APC s operations, including
the "step-up” in production, fromconversations with the APC

product managers nanmed in the article. As was the case with the
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anal ysts' reports, if APC personnel caused the m srepresentation
inthe article, the statenent can be attributed to APC. See |In

re Colunbia Sec. Litig., 747 F. Supp. 237, 245 (S.D.N. Y. 1990)

("If, as plaintiffs allege, [defendant] nade a fal se statenent to
t he Forbes reporter, that statement nmay properly serve as a basis
for plaintiffs' fraud claim").?

Redefinition of the dass Period

To summari ze, the Court concludes that the plaintiffs may
pursue their section 10(b) clains based on the all eged
m sstatenments and omi ssions in: (1) the various securities
anal ysts' reports; (2) APC s first quarter 10-Q report; (3)
statenents made during the sharehol der neeting concerning
inventory levels; and, (4) the July 3 HFN article. The remaining
statenents cited in the conplaint are not actionable for the
reasons di scussed above.

Because the Court has found the statenents in the April 24
press rel ease nonactionable, the earliest statenent on which
plaintiffs can base a claimis now the Smth Barney report,

i ssued on April 26, 1995. Accordingly, sone redefinition of the
Class Period is in order, as only those who purchased APC st ock
on or after April 26, 1995 (and before July 27, 1995, when

di scl osure occurred) could have suffered cogni zable injury.
Plaintiffs can amend their conplaint to redefine the C ass Period

to reflect these newlimting dates, or the Court will determ ne

“INor is Rule 9(b) an issue here, as the identity of the
source of the reporter's information has been pled with
sufficient particularity.
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that this is the Cass Period to be used if and when a notion for
class certification is filed and granted. *

Dism ssal of Lewis and Steinberg Conplaint (No. 95-423L)

The Court notes that two of the naned plaintiffs, Lynn Lew s
and Jeffrey Steinberg, fall outside of these new limting dates:
Lewi s purchased APC stock on April 24, 1995, while Steinberg
pur chased stock on April 17, 1995. Because no actionable
statenents were nade before these purchases, the Lewi s and
St ei nberg conplaint no | onger states a clai munder a fraud on the
mar ket theory. Therefore, the Lewis and Steinberg conplaint is
di sm ssed.

Addi tional Rule 9(b) Considerations

As an alternative basis for dismssal, APC asserts that
plaintiffs have failed to plead fraud with particularity as
required by Rule 9(b). APC s primary challenge on this point is
on the issue of scienter: that plaintiffs have failed to allege
specific facts to permt a reasonable inference that APC had
know edge concerning the defect and the consequences of the
defect at the tinme the alleged m srepresentations were nmade. The
Court disagrees with APC s contention, however, and concl udes
that the conplaint survives Rule 9(b) scrutiny.

As an initial matter, the conplaint cannot be fairly
characterized as resting on conclusory allegations of scienter.

Plaintiffs have set forth a series of factual allegations that

*per the Court's Novenber 28, 1995 Order, plaintiffs have
thirty (30) days fromthe date of this decision to serve and file
their notion for class certification.
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coul d have provided a basis for know edge of the defect, and
knowl edge of the costs and del ays associated with the defect, at
the tine the alleged m srepresentations were nmade. First,
plaintiffs point to | ate-sumrer 1995 statenents by APC officials
whi ch reasonably could be read as adm ssions that APC knew,
before the Class Period even began, that a defect in many of its
products would result in rewrk expenses, increased inventories,

and production and shi pping delays. Conpare In re G enFed, Inc.

Sec. Litig., 42 F.3d 1541, 1549 & n.9 (9th Gr. 1994) (Rule 9(b)

scienter standard nost easily satisfied with "statenment by
defendant along the lines of 'I knewit all along").

Second, the factual "chain of events" presented in the
conpl aint has provided a basis for know edge on the part of APC
personnel that the defect was causing costs and del ays. |ndeed,
plaintiffs have alleged a fairly specific sequence of events:
products were returned to APC for defective operation, the faulty
conmponent was isol ated, production and shi pnent was del ayed in
order to rework the new products, and both raw material and
fini shed-product inventories swelled as a result of these del ays.
See Shaw, 82 F.3d at 1224 (discussing chain of events alleged by
plaintiffs that established scienter). These devel opnents, which

certainly woul d have been known to APC managenent,? are

#The conplaint also details how and why each of the
| ndi vi dual Defendants, in their daily managenent roles at APC,
woul d have been aware of the daily operational difficulties
occasi oned by the defect.
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sufficient to support an inference of scienter for both the
m srepresentation and insider trading clains.
Finally, the Court notes that the timng of the alleged
i nsider trades further supports the inference of scienter. As
the First Circuit recently recognized:
[ T]he mere fact that insider stock sales occurred does not

suffice to establish scienter. However, all egations of
"insider trading in suspicious anounts or at suspici ous

times" may permt an inference that the trader -- and by
further inference, the conpany -- possessed materi al
nonpublic information at the tinme. . . . [We think that the

plaintiffs' allegations of insider trading, inasmuch as they
are at |east consistent with their theory of fraud, provide
sonme support against the defendants' notion to dism ss under
Rul e 9(b).
Shaw, 82 F.3d at 1224 (citations omtted)(enphasis added). The
i nference of scienter drawn in Shaw frominsi der trades "at
suspi cious tinmes" and "suspicious anounts” is equally applicable
here, in light of the timng and sheer volunme of insider trades
al l eged by plaintiffs.
For these reasons, the Court finds that the conplaint easily
satisfies the pleading requirenments of Rule 9(b).
B. Section 20(a) Control Person Liability Cains
Section 20(a) of the Securities Act of 1934, 15 U.S.C. 8§

78t (a), inposes joint and several liability on individuals who

control an entity liable for violations of the securities |aws.?

#"Every person who, directly or indirectly, controls any
person |iable under any provision of this chapter or of any rule
or regul ation thereunder shall also be liable jointly and
severally with and to the same extent as such controlled person
to any person to whom such controlled person is liable, unless
the controlling person acted in good faith and did not directly
or indirectly induce the act or acts constituting the violation
or cause of action.” 15 U.S.C. 8§ 78t(a) (1994).
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In order to state a claimunder this section, a plaintiff mnust
show. (1) a primary violation of the securities |laws, and (2)
that the individual defendant exercised control over the entity

t hat engaged in the unlawful conduct. See Shei nkopf v. Stone,

927 F.2d 1259, 1270-71 (1st Cir. 1991).%

APC s only argunent in support of its notion to dismss the
§ 20(a) control person liability clains is that plaintiffs have
not alleged an actionable primary violation of the securities

| aws. See Haft v. Eastland Fin. Corp., 755 F. Supp. 1123, 1133-

34 (D.R 1. 1991) (dism ssing section 20(a) clains upon di sm ssal
of underlying section 10(b) clains). Cearly, APC s argunment on
this point fails, in light of the Court's determ nation that a
nunber of the chall enged statenents are i ndeed acti onabl e under
section 10(b). Moreover, the question of whether the Individual
Def endants exercised sufficient control over APCis an inherently
factual question inproper for resolution on a notion to dism ss.

See Dowing v. Narragansett Capital Corp., 735 F. Supp. 1105,

1122 (D.R 1. 1990). As the conplaint sufficiently details the

®Sone courts also require plaintiffs to prove scienter on
behal f of the controlling person. See e.qg., Robbins v. More
Medical Corp., 788 F. Supp. 179, 188 (S.D.N. Y. 1992). But see
Hol linger v. Titan Capital Corp., 914 F.2d 1564, 1574-75 (9th
Cr. 1990), cert. denied, 499 U S. 976 (1991) (liability prem sed
solely on control relationship).

Wiile the First GCircuit has not addressed the issue, the
Ninth Circuit recently noted that where the scienter of the
conpany is sufficiently pled, the requisite know edge of the
controlling person necessarily follows. See Arthur Children's
Trust v. Keim 994 F.2d 1390, 1396-98 (9th Cir. 1993). Under
this rationale, the burden shifts to the individual defendant to
prove that even though he was a controlling person, he was not
aware that a violation was occurring, id., which would in effect
rai se the "good faith" defense of section 20(a).
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manner in which each of the Individual Defendants participated in
and exercised control over APC s activities, the Court will allow
plaintiffs to pursue their section 20(a) cl aimns.
C. Section 20A Insider Trading C ains

Two of the named plaintiffs (Lohner and Mason)?® have al so
asserted insider trading clains agai nst defendants Machal a and
Davis pursuant to section 20A of the Securities Act of 1934, 15
US C 8 78t-1. This section provides a private right of action
for securities |aw violations based on contenporaneous trading.?
Under section 20A, an insider who trades shares of stock while in
possession of material, nonpublic information is liable to any
person who traded contenporaneously with the insider. Wile this
provision is a fairly new addition to the Securities Act, added
by amendnent in 1988, the few reported decisions have been in
general agreenent on what is needed to state a claimunder 8§ 20A:

(1) trading by a corporate insider; (2) a plaintiff who traded

**The conplaint names a third person, Charles Mlnnis, as a
party-plaintiff to the section 20A claim However, MIlnnis was
not named as a party to any of the five original actions, nor is
he naned in the caption of the consolidated conplaint. Further,
while Mclnnis mght qualify as a nenber of the class alleged by
the conplaint, as of yet no such class has been certified by this
Court. As such, Mclnnis is not yet a party to this action, and
thus the Court will not consider any clains he mght have at this
time.

2 Any person who viol ates any provision of this chapter or
the rules or regul ations thereunder by purchasing or selling a
security while in possession of material, nonpublic information
shall be liable . . . to any person who, contenporaneously with
the purchase or sale of securities that is the subject of such
vi ol ation, has purchased (where such violation is based on a sale
of securities) or sold (where such violation is based on a
purchase of securities) securities of the sanme class.” 15 U S.C.
§ 78t-1(a) (1994).
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cont enporaneously with the insider; and, (3) that the insider
traded while in possession of material nonpublic information, and
thus is liable for an independent violation of the Securities Act

of 1934. See, e.q., Jackson Nat'l Life Ins. Co. v. Merrill Lynch

& Co., 32 F.3d 697, 703-04 (2d Cir. 1994); 1n re Verifone Sec.

Litig., 11 F.3d 865, 871-72 (9th Cr. 1993).

Def endants urge dism ssal of the section 20A clainms on the
ground that plaintiffs have failed to plead an i ndependent
violation of the securities |aws. Specifically, defendants
assert that plaintiffs have not pointed to any nmaterial,
nonpublic informati on known to Machal a and Davis at the tine of
trading to trigger application of the "disclose or abstain” rule

of Chiarella v. United States, 445 U. S. 222, 229 (1980).

The Court cannot agree with this contention, since there are
sufficient facts set forth in the conplaint to support an
i nference that the two naned I ndividual Defendants had know edge
of material, undisclosed information at the time they sold their
APC stock. First, as the Court has discussed at length, a
reasonabl e i nvestor certainly could have vi ewed ongoi ng
production difficulties caused by the defect as materi al
information to be included in the investnent decision. Mreover,
a reasonabl e person could draw the inference that Mchal a and
Davis were aware of these ongoing difficulties at the tinme of
their trades, in light of the details given in the conplaint
concerni ng the managenent duties assumed by Machal a and Davi s at

APC. Therefore, the Court will allow these plaintiffs, who
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bought APC shares on the sane days that Machala and Davis sold
their shares,® to maintain their section 20A clai ms agai nst
t hese def endants.
I'1'1. Conclusion

For the foregoing reasons, the defendants' notion to dismss
is denied in Simon (No. 95-415L), Mson (No. 95-416L), Lohner
(No. 95-426L), and Friends of Chabad Lubavitch (No. 95-428L), and

granted in Lewis (No. 95-423L). In addition, in light of the
Court's conclusion that the first actionable statenent was issued
on April 26, 1995, the Class Period will be redefined if and when
a notion for class certification is filed and granted.

It is so ordered.

Ronal d R Lagueux
Chi ef Judge
Novemnber , 1996

*Because the named plaintiffs traded on the same day as
Machal a and Davis, the "contenporaneous” requirenent of section
20A is clearly satisfied. As such, the Court need not at this
time determ ne whether a "contenporaneous” trader under this
section includes sonmeone who traded in the days or weeks after
the alleged insider trade. See In re Verifone Sec. Litig., 784
F. Supp. 1471, 1488-89 (N.D. Cal. 1992) (section 20A "meant to
protect and conpensate investors who trade at the sane tine as
the insider or for sone short period thereafter, and that a
reasonabl e period of liability could be as short as a few days,
but no longer than a nonth."), aff'd, 11 F.3d 865 (9th Cr
1993).
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